Chapter 2: Business Bankruptcy

SINGLE ASSET PROPOSALS

The preparation of the discussion sections for these proposals
is the individual work of Senior Adviser Stephen A. Case and
the members of the Small Business Working Group, John A.
Gose, Jeffery J. Hartley and James I. Shepard, with the staff
assistance of Jennifer C. Frasier. The proposals were
adopted by the Commission based on a five to three vote.

A significant number of Chapter 11 casesinvolvesapartnership or corporation
whose sole significant asset is an office building, apartment complex, warehouse, or
smilar real property. Inthetypical case, the sole significant creditor isthe mortgage
holder. When the rental value of the property declines, or the debtor suffers an
increase in vacancies, the debtor is no longer able to pay debt service. The mortgage
goes into default, the debtor and the lender fail to agree upon an out-of-court
workout, and the debtor files Chapter 11 to stave off foreclosure.

All personswho appeared before the Commission’ sworking group on single-
asset redlty (“SARE”) matters conceded that some use of Chapter 11 in these cases
wasabusiveand unjustified. However, these personsdiffered significantly on whether
the problem was very serious, on the one hand, or trivial, on the other hand.

Two concerns are voiced most frequently by those who contend that abuseis
rampant and must be stamped out’®’®, First, the automatic stay enables the debtor to
prevent foreclosure for an extended period of time without filing a plan or making
postpetition payments. This gives the debtor substantial leverage over the secured

1678 Some even question whether SARE debtors should be excluded from Chapter 11. See,
e.g., Rabert M. Zinman, No Chapter 11 For Single Asset Real Estate, No “New Vaue’ for Single
Asset Real Estate, Am. Bankr. Inst. Winter Leadership Conf. (Dec. 5-7, 1996)(unpublished article
on filewith the American Bankruptcy Institute and the National Bankruptcy Review Commission);
AlanRobin & JamesLipscomb, Real Estate Bankruptciesand the Bankruptcy Process, REAL PROP.
PROB. & TR. J(Spring 1997).
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lender by imposing the principal costs of delay on that creditor. Second, SARE
debtors sometimes attempt to use the provisions of Chapter 11 to keep
overencumbered property without either paying the mortgage in full or obtaining the
assent of a majority of creditors. These concerns are heightened because, many
contend, SARE cases fulfill few of the recognized goas of Chapter 11.
Reorganization is not generally necessary to preserve jobs and going-concern value
in SARE cases. Whether the debtor keeps the real property or the secured creditor
takesit back, the property will be operated in the same manner, creating the samejobs
and economic activity. Opponents of the status quo contended that too many SARE
casesinvolved individual equity owners, often functioning through syndicates such as
partnerships, faced as a result of foreclosure large liabilities to pay cash tax on
completion of the sale even though no cash proceeds thereof were paid to the equity.
(This results from the operation of federal and state income tax laws on certain
investments in real estate). Anecdotal examples were cited to the Commission’s
working group of extremely drawn out, expensively litigated SARE cases where tax
avoidance/tax postponement strategies were the only concelvable explanation for the
behavior of the debtor. The most extreme types of cases which were complained
about involved efforts by debtors to confirm so-caled “lien-stripping, new-value”
plans. Inthese plans, the debtor’ s pre-bankruptcy owners ask the court to fix avalue
for the property which is usually much less than the unpaid principal amount of the
secured debt and then to retain ownership by infusing new capital into the debtor.

A number of published articlesand personswho appeared before the Working
Group defended availability of Chapter 11, as presently constituted, for SARE
cases'®™.  These spokespersons contend, as noted above, that there is no greater
incidence of abusein the SARE areathan in other areas and that increasingly wise and
thoughtful case management by bankruptcy judges, U.S. Trustees and Bankruptcy
Administrators was bringing the problems under control without need for significant
statutory reform. These commentators repeatedly asserted that whatever the
problems with SARE cases might or might not be, the SARE debtor did not deserve
more restriction in how it could function in Chapter 11 than any other debtor.

All individuals expressing views to the Commission shared the belief that in
recent years, the incidence of cases where tax-shelter-preservation motivations
predominated had declined significantly. Also, there seemed to be a consensus that
the courts, the U.S. Trustees and the Bankruptcy Administrators had gotten much
wiser about moving more swiftly against abusive single-asset realty cases.

16 See, e.9., L.E. Credl, 111 & Weldon L. Moore, 111, Unjustified Criticism of Single Asset
Real Estate Cases in Bankruptcy, Am. Bankr. Inst. Winter Leadership Conf. (Dec. 5-7,
1996)(unpublished article on file with the American Bankruptcy Institute and the National
Bankruptcy Review Commission
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Nevertheless, in spite of some indication of some favorable trends, problems
alleged to arise from SARE cases continue to demand the careful attention of judges
and makers of public policy. Congress recently addressed the concern that SARE
debtors enjoy the benefit of the automatic stay for too long. In 1994, Congress
enacted section 362(d)(3), which entitles secured creditors relief from stay, unless
within 90 days after the order for relief the SARE debtor: (1) filesaconfirmable plan,
(2) commences postpetition mortgage payments, or (3) obtains an extension of the
90-day plan-or-payment deadline. Theeffect of section 362(d)(3) islimited, however,
by the fact that it does not apply to cases in which the secured debt exceeds $4
million.

Court decisions have established limitations on when a SARE debtor may keep
overencumbered property without paying a mortgage debt in full. Whether a SARE
debtor can confirm alien-stripping plan generally turns on whether an impaired class
has accepted the plan, and whether the plan satisfies the new-value exception to the
absolute priority rule. The Courts of Appeas have made it increasingly difficult for
the debtor to create an impaired accepting class, by restricting the debtor’ s ability to
divide unsecured claimsinto more than one class.’®® The drawback in this approach
is that reliance on classification rules does not ensure that reasonable lien-stripping
plans are confirmed and that unreasonable lien-stripping plans are not confirmed.

The Commission’ s working group on small business, partnership and single-
asset real estate, conducted several discussions regarding SARE cases, during which
it received comments from many attorneys, lenders, and judges. A consensus
emerged within the working group from those discussions that the incidence of abuse
in the past and danger of additional abuse in the future from SARE cases was very
significant and requires tightening up in the statute. The Commission rejected the
extreme view, advocated by some, that SARE debtors should be excluded from
Chapter 11 altogether. However, the Commission’s Recommendations provide for
additiona steps be taken to reduce cost and delay, and for incorporation of clear,
objective standards regarding use of the so-called “new-value exception” in SARE
cases.

1680 See, e.g., In re Barakat, 99 F.3d 1520, 1526 (9th Cir. 1996), cert. denied, 117 S. Ct.
1312, reh’g denied, 117 S. Ct. 1725 (1997); In re Lumber Exch. Bldg. Ltd. Partnership, 968 F.2d
647, 649 (8th Cir. 1992); In re Bryson Properties, XVI11, 961 F.2d 496, 502 (4thCir.), cert. denied,
506 U.S. 866 (1992); In re Greystone I11 Joint Venture, 995 F.2d 1274, 1281 (5th Cir. 1991), cert
denied, 506 U.S. 821 (1992); In re Boston Post Road Ltd. Partnership, 21 F.3d 477, 483 (2d Cir.
1994) cert. denied, 513 U.S. 1109 (1995).
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RECOMMENDATIONS

2.6.1 Change the Present Statutory Definition of “Single Asset Real Estate” in

two ways.

First, the $4 million debt limit should be eliminated from the
definition of “single asset real estate” debtor subject to section
362(d)(3).

Second, the definition of “single asset real estate” should be more
carefully worded to exclude cases in which the real property is
used by a debtor in an active business.

The definition, as proposed, incorporating both concepts, would read as
follows:

undeveloped real property or other real property constituting a
single property or project other than residential real property
with fewer than 4 residential units on which is located a single
development or project which property or project generates
substantially all of the gross income of a debtor and on which no
substantial business is being conducted by a debtor, or by a
commonly controlled group of entities substantially all of which
are concurrently Chapter 11 debtors, other than the business of
operating the real property and activities incidental thereto.

2.6.2 Amend Code Section 362(d)(3) in Three Particulars

664

a. Makeclear that paymentsrequired by section 362(d)(3) may
be made from rents generated from the property.

b. Providethat theinterest rate with respect to which payments
are calculated shall be the nondefault contract rate.

c. Amend the statute to provide that the payments must be
commenced or a plan filed on the later of 90 days after the
petition date or 30 days after the court deter minesthe debtor to
be subject to section 362(d)(3).
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2.6.3 Require Substantial Equity in order to Confirm a Lien-Stripping Plan
Using the New Value Exception

In cases where the secured creditor has not made the election
under section 1111(b)(1)(a)(i), a plan must satisfy the following
requirements to be confirmed under the new-value exception
following r g ection by a classthat includestheunsecur ed portion
of a claim secured by real property: (1) The new value
contribution must pay down the secured portion of the claim on
the effective date of the plan so that, giving effect to the
confirmation of theplan, sufficient cash paymentson thesecured
portion of the claim shall have been made so that the principal
amount of debt secured by the property is no more than 80
percent of the court-determined fair market value of the
property asof the confirmation date; (2) the payment termsfor
the secured portion of the claim must both (i) satisfy all
applicable requirements of section 1129 of the Code, and (ii)
satisfy then-prevailing market terms in the same locality
regardingmaturity date, amortization, interest rate, fixed-char ge
coverage and loan documentation; and (3) the new value
contribution must be treated as an equity interest that is not
convertibleto or exchangeable for debt.
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DISCUSSION

2.6.1 Change the Present Statutory Definition of “Single Asset Real Estate” in
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two ways.

First, the $4 million debt limit should be eliminated from the
definition of “single asset real estate” debtor subject to section
362(d)(3).

Second, the definition of “single asset real estate” should be more
carefully worded to exclude cases in which the real property is
used by a debtor in an active business.

The definition, as proposed, incorporating both concepts, would read as
follows:

undeveloped real property or other real property constituting a
single property or project other than residential real property
with fewer than 4 residential units on which is located a single
development or project which property or project generates
substantially all of the gross income of a debtor and on which no
substantial business is being conducted by a debtor, or by a
commonly controlled group of entities substantially all of which
are concurrently Chapter 11 debtors, other than the business of
operating the real property and activities incidental thereto.

Comments. Under current law, “single asset real estate is defined as:

real property constituting a single property or project, other
than residential real property with fewer than 4 residential
units, which generates substantially all of the grossincome of
a debtor and on which no substantial business is being
conducted by adebtor other than the business of operating the
real property and activities incidental thereto having
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aggregate, noncontingent, liquidated secured debts in an
amount no more than $4,000,000.¢8

Four Million Dollar Cap Issues. The most significant aspect of the proposed
amendment is the elimination of the four million dollar cap. The Working Group
determined the cap should be eliminated because the reasons supporting the 90 day
plan-or-payment deadline apply to the typical large SARE case as well as to the
typical small SARE case.’® Thetime needed to formulate aplanissimilar in large
and small SARE cases, because the basic task in each instance is usually financial
restructuring rather than business restructuring. The focus of the plan in SARE
causes of all sizesis typically on a single secured creditor. The harm caused by
delay isalso similar in large and small SARE cases. The debtor’ s failure promptly
to file a plan or commence interest payments imposes the cost and risk of
reorganization on the secured creditor to the same extent in SARE cases of all sizes.
Finaly, reorganization provides limited socia benefit in SARE cases of al sizes.
Unsecured trade creditors are typically avery small percentage of total debt in large
SARE casesaswell assmall ones. Although preservation of jobs and going-concern
value may be an issuein some SARE cases, itisnot typically anissuein either large
or small SARE cases. Inthose unusual casesinwhich enforcement of the ninety-day
deadline would cause injustice, the Bankruptcy Code affords sufficient flexibility to
courts to extend the deadline as appropriate.

The Commission considered and rejected raising the debt limit rather than
eliminating it. Except perhapsin very large cases,"®* the amount of secured debt is
not areliableindicator of complexity and the need for moretime. Only inaminority
of large SARE casesisthe ninety-day deadlinetoo short. Y et the debt l[imit removes
the wholesome discipline of section 362(d)(3) from all cases with secured debt
exceeding four million dollars on the basis that a few such cases may require
additional time. In other words, the general rule for large SARE cases (no plan or
payment deadline) is derived from the needs of the unusual case.

If the rationale for eliminating the four million dollar cap were to be
expressed in two sentences, they would be these:

181 A bill whichiscurrently pending before the House of Representativeswould increasethe cap
to $15 million dollars. See H.R. 764, § 2 (2)(B), 105th Cong., 1st Sess. (1997). Section 2(2)(B) of
H.R. 764 is based on H.R. 73, the “Single Asset Bankruptcy Reform Act,” introduced by Rep.
Knollenberg on January 7, 1997.

1682 PROPOSED AMENDMENTS TO THE UNITED STATES BANKRUPTCY CODE:
HEARINGS BEFORE THE SUBCOMM. ON COMM. AND ADMIN. LAW, 105th CONG., 1st
Sess. (April 30, 1997) (testimony of Donald R. Ennis, noting that the average commercial loan at
risk in the single asset context is ten million dollars).

1683 E g., where the secured debt exceeds fifty million dollars.
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(¢D)] The ninety-day plan-or-payment deadline is an appropriate genera
rule for SARE cases of all sizes.

2 Unusual cases should be addressed through the court’s power to
extend the deadline, not by creating a lax general rule for al large
cases.

Active-Business Issues. The proposed definition of the SARE debtor is
designed to include real estate investors, and to exclude debtors who use real estate
in an active business, such as awholly owned subsidiary that holds a building used
as afactory by the parent, or atelevision broadcast tower held in a separate entity
owned by the FCC licensee, but only when the parent or the licensee was also a
debtor in a bankruptcy case. Whether the debtor uses real property in an active
business should be viewed in terms of economic substance rather than the form of
ownership. Thus, where adebtor conducting an active business holdstitleto thered
property used in that business through a separate entity, the entity holding the real
property should not be considered a SARE debtor.

In other words, a basic idea embedded in the Proposal is that SARE not
include members of a consolidated group of debtors operating a substantial non-
realty businessin thereal estate. A prime motive in proposing this requirement is
that lendersinworkoutswill not be motivated to demand that operational companies,
such as manufacturing companies, drop all their factory buildings into single-asset
subsidiaries for the purpose of mandating fast-track treatment of these subsidiaries
assingle-asset realty entitiesif the workout failsand Chapter 11 becomes necessary.
Not only would the transaction costs of this procedure be excessive, but should
Chapter 11 eventuate, the additional stress of fast-track treatment for the so-called
SARE entities in the consolidated group might endanger fulfillment of two of the
prime goals of Chapter 11, namely, preservation of jobs and going-concern values.

It is necessary to define carefully the relationship the real estate debtor must
have to the operating debtor to come within the operating business exception to the
definition of SARE. The Commission has opted in favor of the undefined term
“group of commonly controlled entities of which the debtor is a member” because
the existing definition of “affiliate” in the Code would be too loose. The definition
of “affiliate” in Section 101 uses a20% ownership threshold, which might sweep out
of the defined concept of SARE too many situations in which the affiliated entity
was not so closely related to the debtor that the relationship, alone, should be
sufficient grounds to exempt the debtor from the definition of SARE. The concept
isto provide specia treatment for stand-alone realty entities but not to impose that
treatment on an entity which is only one part of alarger enterprise in bankruptcy.
The following examples illustrate what the Commission has in mind.

1. Debtor is alimited liability company owned by a group of lawyers,
doctors, and dentists which owns an office building held for rental. Debtor is an
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SARE. Thiswould betrue evenif the debtor providesits own cleaning, maintenance,
snow removal, and landscape services, because these are activities incidental to the
operation of the property.

2. Debtor isawholly owned subsidiary of a Fortune 500 manufacturing
company which owns amanufacturing facility operated by the parent. The debtor and
its parent are both Chapter 11 debtors. The debtor isnot an SARE. Thisis because
the debtor isamember of acommonly controlled group in Chapter 11 which conducts
asubstantial business on the debtor’ s property other than a businessincidental to the
operation of the property.

3. Debtor is a limited partnership owned by a group of business
executives which owns a strip shopping center with twenty-three stores, none of
which storesis operated by the debtor. Debtor is an SARE.

4, Debtor is the same limited partnership owned by the same group of
business executives which owns the same strip shopping center with twenty-three
stores. However, in this example, the smallest of the store spaces is operated as a
frozen-yogurt stand by the debtor. Debtor is an SARE, even though it operates a
business other than an activity incidental to real estate because the frozen-yogurt
stand is not “substantial.”

5. Debtor is a corporation owning a regiona shopping mall. Debtor is
majority owned by an enterprise which also operates anationwide chain of 147 ladies-
apparel stores, one of which ison the debtor’ s premises. The debtor isnot an SARE,
because the business being operated by the debtor’s group is “substantial .”

Elimination of Other Ambiguities. The present definition contains several
ambiguities. The phrase “which generates substantially al of the grossincome of a
debtor” has led at least one court to question whether the definition includes raw
land.’® It is the intention of this Proposal that the SARE definition includes raw
land. It isalso unclear whether under the $4 million debt limit refers to the face
amount of the secured claim or to the lesser of the face amount or the value of the
collateral .**® Eliminating the debt limit will moot this question.

1682 |1 re Oceanside Mission Associates, 192 B.R. 232, 234 (Bankr. S.D. Cal. 1996).

1685 Compare In re Pensignorkay, Inc., 204 B.R. 676 (Bankr. E.D. Pa. 1997) (holding that

the cap should be calculated by reference to the value of the collateral) with In re Oceanside Mission
Associates, 192 B.R. 232 (Bankr. S.D. Ca. 1996) (holding that the four-million-dollar cap should
be calculated by reference to the total value of the secured creditor’ s nonbankruptcy claim).
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2.6.2 Amend Code Section 362(d)(3) in Three Particulars

a. Makeclear that paymentsrequired by section 362(d)(3) may bemade
from rents generated from the property.

b. Provide that the interest rate with respect to which payments are
calculated shall be the nondefault contract rate.

c. Amend thestatuteto providethat the payments must be commenced
or aplan filed on the later of 90 days after the petition date or 30 days
after the court determinesthe debtor to be subject to section 362(d)(3).

The Commission suggests that three additional minor amendments be made
to the language of section 362(d)(3). First, the statute should make clear that the
payments required may be made from rents generated from the property. Second,
the statute should be amended to provide that the interest rate from which the
payments are cal cul ated be the nondefault contract rate, rather than the “ current fair
market rate” asnow specified. Thischangewill provide greater certainty and reduce
litigation. Third, the statute should be amended to provide that the payments must
be commenced or a plan filed on the later of 90 days after the petition date or 30
days after the court determines that the debtor is subject to section 362(d)(3). If a
debtor does not timely comply with section 362(d)(3) based on its contention that it
isnot an SARE debtor, and it is later determined that section 362(d)(3) does apply,
relief from stay must be granted even if the debtor is ready to make paymentsor file
aplan promptly. Thistrap would be eliminated by the suggested amendment.

Congress adopted section 362(d)(3) for the express purpose of reducing delay
and potential abusein SARE cases.™® Section 362(d)(3) requires the SARE debtor
within 90 days after the order for relief to: (1) file a confirmable plan; (2)
commence postpetition mortgage payments; or (3) obtain an extension of the 90-day
plan-or-payment deadline. If the SARE debtor fails to perform any of these three
options, secured creditors are entitled to relief from the automatic stay.*®’ Subject

18% 3 LAWRENCE P. KING, COLLIER ON BANKRUPTCY 362.07[5][b] (1996) (citing S. Rep.
No. 168, 103d Cong., 1st Sess. (1993) (“This amendment will ensure that the automatic stay
provision is not abused, while giving the debtor an opportunity to create a workable plan of
reorganization.”); 140 Cong. Rec. 10, 764 (daily ed. October 4, 1994), reprinted in App. Pt. 9(b)
(statements of Rep. Brooks, chairperson of the House Judiciary Committee):

Without bankruptcy reform, companies, creditors, and debtorsalike will
continue to be place on endless hold until their rights and obligations are
adjudicated under the present system--and that slows down ventures,
new extensions of credit and new investments.

1687 Section 362(d)(3) provides that the court shall grant relief from the automatic stay:
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to the provisions of the Commission Small Business Proposal, the Commission
believes that section 362(d)(3) establishes a sound approach to SARE cases.'®®®

Rationale for the Ninety-Day Plan Deadline. SARE cases, both large and
small, typically fit the following fact pattern. The debtor’s investment is highly
leveraged, i.e., mortgage debt represents a high percentage of the value of the real
property. Rental income has declined, so that the debtor is no longer able to pay all
operating expenses, taxes, and mortgage debt from the rental income. The decline
in rental income typically results from: (1) ageneral decline in the relevant rental
market; (2) overbuilding; (3) vacancy caused by loss of a major tenant; or (4)
vacancy and decline in rental value caused by mismanagement, poor maintenance,
or both.

In this typical SARE case, ninety days is generaly sufficient time for the
debtor to file afeasible plan of reorganization, regardless of the amount of mortgage
debt involved. First, the plan in a SARE case involves financial restructuring, not
operational restructuring of the business. The debtor whose case usually involves
business restructuring may need to open or close a branch or division. The debtor
may then need to operate the restructured business for some time, to see how
profitableit will be, before the debtor can propose aplan. In contrast, the financial
restructuring involved in SARE cases is generally accomplished by reducing
creditors' claims and/or by infusing new capital to cover the difference between
rental income and the amount needed to pay expenses and debt service. In addition,
thetypical SARE debtor has only one significant creditor, the first mortgage holder.
Trade debt isgenerally deminimis, and paid infull under the plan. Thus, thetypical

(3) with respect to astay of an act against single asset real estate under subsection
(a), by acreditor whose claim is secured by an interest in such real estate, unless, not later than the
date that is 90 days after the entry of the order for relief (or such later date as the court may
determine for cause by order entered within that 90-day period)--

(A) the debtor has filed a plan of reorganization that has a
reasonable possibility of being confirmed within a reasonable time; or

(B)  the debtor has commenced monthly payments to each creditor
whose claim is secured by such real estate (other than a claim secured by
ajudgment lien or by an unmatured statutory lien), which payments are
in an amount equal to interest at a current fair market rate on the value
of the creditor’ sinterest in the real estate.

1688 The Small Business Proposal, adopted by the Commissionin May 1977, defines*small
business’ to include all single-asset realty debtors. As a consequence, the 150-day-confirmation,
financial reporting, U.S.-Trustee-supervision and other provisions of the Proposal would apply in
SARE cases. To coordinate section 362(d)(3) with the Small Business Proposal, it would be
necessary to amend section 362(d)(3) to provide that extensions of the ninety-day period thereunder
would have to be obtained pursuant to the section which sets forth burden-of-proof standards
proposed for extensions of small business debtors.
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SARE case is in substance a two-party dispute, the primary focus of which is to
restructure the terms of the debtor’ s secured debt. In thisrespect, thetypica SARE
case isvery different from the typical manufacturing case, in which there may be a
significant number of jobs at stake, and which may involve a significant amount of
trade debt, unsecured bond debt, and numerous secured creditors, each secured by
different collateral.

It should aso be noted that filing a plan within the ninety-day period is not
the debtor’s only option. The SARE debtor need not file a plan if it either
commences making interest payments to the mortgage holder within ninety days, or
seeksan extension from the ninety-day deadline by showing cause of why moretime
is needed to either file a plan or commence payments. Thus, section 362(d)(3)
carefully balances the interest of the secured creditor for speedy resolution of the
Chapter 11 proceeding and the SARE debtor’ s needs for adequate time to attempt
to reorganize.

Rationale for Requiring Payments if Plan not Filed withing Ninety Days.
Section 362(d)(3) providesthat if an SARE debtor does not file a plan within ninety
days or obtain an extension of that deadline, the debtor must commence making
monthly interest payments or the secured creditor is entitled to relief from the
automatic stay. The Commission believesthat thisrequirement isappropriatefor the
following reasons.'®®

If the debtor does not promptly file a plan or commence payments,
continuation of the automatic stay placesthe primary cost and risk of reorganization
on the secured creditor. In SARE casesin which the secured debt exceeds the value
of the debtor’s real property, the debtor and unsecured creditors have no present
economic interest in the property. There isvalue only for the secured creditor. If
the debtor is permitted to hold the property for an extended period without making
payments and the value of the property declinesfurther, itisthereturn to the secured
creditor that isdiminished. Moreover, the secured creditor is deprived of the use of
property in which only it has a present economic interest without payment for that
use. Judge Lisa Hill Fenning has succinctly described this situation as follows:

[T]he plans proposed in most of these [single-asset] cases
attempt to buy afew years delay in foreclosure in the hope that the
real estate market will improve, shifting the risk of failure to the
secured creditor, whiletrying to preserve the upside potential for the
equity holders.**®

1889 This requirement would not apply to small-business debtors which are not SARE
debtors.

16% The Honorable Lisa H. Fenning, The Future of Chapter 11: One View From the Bench,
Advanced Bankruptcy Workshop 1993 (650 PLI/CoMm. L. AND PRAC. COURSE HANDBOOK SERIES 317
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Imposing the cost and risks of delay on the secured creditor for more than
three months are not justified because SARE cases often serve few recognized goals
of Chapter 11. First, confirmation of a plan provides minimal benefit to unsecured
creditors. Unsecured trade debt is typically paid after the property is foreclosed,
either by the purchaser, who wants to maintain the same servicesto the property, or
by the general partners of the debtor, who remain liable for partnership debts.**
Second, the bankruptcy doesnot servethe purpose of eliminating thedestructiverace
among unsecured creditors. There is typically only one significant asset, the real
property, and that is generally fully encumbered by the first mortgage. Third, the
debtor often has no equity in the property to preserve. In such cases, the debtor is
not trying to preserve a present economic interest, but rather is attempting to retain
the property in the hopethat itsvaluewill increasein thefuture. Fourth, loss of jobs
and going-concern value are generally not at stake in single-asset real estate cases.
In the usual case, if a debtor loses the property to a new owner, the new owner
operates the property in the same general manner as the debtor, thus preserving the
same number of jobs and economic activity in the community.

Doubtsabout the socia utility of reorganization in SARE cases deepen when
one considers the public interest in proper building maintenance. It is not unusua
for afinancially strapped SARE debtor to maintain its property poorly because the
debtor applies available cash flow to debt service, operating expenses, and taxes.
Capital improvements, replacements, and even routine maintenance may therefore
be deferred.®? Inadequately maintained properties may also contribute to the
decline in value of surrounding property and a related decline in the tax base.’*?
Confirmation of a plan does not necessarily remove the impediments to proper
upkeep. After confirmation, the debtor is often left with secured debt equal to the
entire value of the property.'®** This high debt-to-equity ratio means debt serviceis
highrelativeto operating income. Moreover, equity holders may not have sufficient
incentiveto put new money into the property for maintenance, because they have no
current equity to protect. In this respect, transfer of the property to a new owner

at 331).

1691 3. Ayer, Bankruptcy as an Essentially Contested Concept: The Case of the One-Asset
Case, 44 S.C.L. Rev. 863, 868-70 (1993).

16%2 E g., Shannon C. Bogle, Bonner Mall and Single-Asset Real Estate Cases in Chapter
11: Are the 1994 Amendments Enough?, 69 S. CAL. L. Rev. 2163 (1996); Alan Robin & James
Lipscomb, Real Estate Bankruptcies and the Bankruptcy, REAL PROP. PROB. & TR. J (Spring
1997).

16%3 See id.
1634 But see infra pp. 624-79. As described below, the Commission proposes to condition

confirmation of a new value plans proposed by SARE debtors on the debtors' infusion of sufficient
cash to yield a market-rate |oan-to-value ratio.
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after foreclosure may lead to better maintenance. The new purchaser is likely to
have amore conventional debt-to-equity ratio and, asaresult, has both theincentive
and the cash flow to property maintain the property.

It should also be noted that the payments that the debtor is required to make
under section 362(d)(3) are smaller than the payments the debtor would be required
to make pursuant to a plan of reorganization. Section 362(d)(3) requires the debtor
to make payments, if any at all, only on a principal amount not to exceed the value
of the collateral. Under a plan, the debtor will also have to make payments to
unsecured creditors, pay administrative and other priority claimsinfull, and provide
for the payment of the principal balance of the secured clam. Generaly a debtor
that can reorganize should be capable of paying interest on the current value of the
property from rental income.

2.6.3 Require Substantial Equity in order to Confirm a Lien-Stripping Plan
Using the New Value Exception

In cases where the secured creditor has not made the election under
section 1111(b)(1)(a)(i), a plan must satisfy the following requirements
to be confirmed under the new-value exception following rgection by a
class that includes the unsecured portion of a claim secured by real
property: (1) The new value contribution must pay down the secured
portion of the claim on the effective date of the plan so that, giving effect
to the confirmation of the plan, sufficient cash paymentson the secur ed
portion of the claim shall have been made so that the principal amount
of debt secured by the property isno morethan 80 percent of the court-
determined fair market value of the property as of the confirmation
date; (2) the payment termsfor the secured portion of the claim must
both (i) satisfy all applicable requirements of section 1129 of the Code,
and (ii) satisfy then-prevailing market terms in the same locality
regarding maturity date, amortization, interest rate, fixed-charge
cover age and loan documentation; and (3) the new value contribution
must be treated as an equity interest that is not convertible to or
exchangeable for debt.

To further reduce cost and delay in SARE cases, the Commission
recommends that the requirements for confirmation of “new value exception” plans
be clarified.

Under current law, some courts allow pre-petition equity holders to retain
property under a plan of reorganization, over the objection of creditors and even
though creditors are not paid in full, by infusing “new value’ into the reorganized
business. Thisconcept isknown asthe new value exception to the absolute priority
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rule®® The new-value exception is invoked most frequently in SARE cases in
which the mortgage debt exceeds the value of the real property. The new value
exception is used in such cases to enable the debtor to keep the property without
paying the mortgage debt in full.

The principal problem with the new-value exception isthat its elements are
not precisely defined. Under current caselaw, the new-val ue exception containsfive
requirements. The new-value contribution must be: (1) new; (2) in money or
money’ s worth; (3) substantial; (4) necessary; and (5) reasonably equivalent to the
interest retained.’*® While court decisions provide reasonably precisedefinitionsfor
the “new” and “money or money’s worth” requirements, case law does not come
close to providing clear rules for the other three requirements.’®’ Cases addressing
the“substantial” requirement are split over whether substantiality isto be measured
in absolute terms or relative to unsecured claims. Cases addressing the “necessary”
requirement are split over whether the contribution must be necessary to operations
or whether it may be used to pay preconfirmation creditors. It is aso unsettled
whether old equity must be the sole available source of new capital.’**® Regarding
the “reasonably equivalent” requirement, it is unclear whether indirect benefitsto
equity holders, such as expected future salary and deferral of taxes, must be taken
into account. Courts also differ asto whether the equity interest must be put up for
auction.™® A recent survey concludes that “the courts have offered few insights
regarding the methodology of satisfying this requirement.”*’®

The Commission proposes aclear, objective standard for new-value plansin
SARE cases. The new-value exception would be satisfied if, and only if, the secured

16% |t is an open question whether the new-val ue exception exists under the 1978 Code. The
Supreme Court granted certiorari in a case in which the Ninth Circuit held that the new-value
exception does exist, even though there was no conflict among the circuits. The court later dismissed
the appeal as moot when the parties settled the appeal. In re Bonner Mall Partnership, 2 F.3d 899,
908 (9" Cir. 1993), cert. granted, 510 U.S. 1039, 114 S. Ct. 681, case dismissed as moot, 513 U.S.
118, 115 S. Ct. 386 (1994). On September 19, 1996, the Commission adopted a Proposal to codify
the new value exception. See Recommendation 2.4.15 Absolute Priority and Exclusivity.

1%% |n re Bonner Mall Partnership. 2 F.3d 899, 908 (9th Cir. 1993), cert. granted, 510
U.S. 1030. 114 S.Ct. 681, case dismissed as moot, 513 U.S. 118, 115 S. Ct. 386 (1994).

1897 The lack of clarity in the case law regarding the other three requirementsis set forth in
J. Ronald Trost, et al., Survey of the New Value Exception to the Absolute Priority Rule and the
Preliminary Problem of Classification, (1996).

16%1d. at 1336-37.

1691d. at 1346-47.

170d. at 1348.
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portion of the loan was paid down to 80 percent of the value of the property. This
would permit the debtor to “ strip off” liensto the extent that they exceed the current
value of the property, while providing the secured creditors conventional terms on
the remaining portion of the lien. The Proposal improves the balance of equities
between debtors and secured creditors in SARE cases, and reduces litigation over
what constitutes sufficient “new value.”

Rationale Supporting a Loan-to-Value Test. The loan-to-value test for new
plans improves upon current law in three ways. It more equitably balances the
interests of debtorsand secured creditors; it increasesthelikelihood of success of the
reorganized debtor; and it reduces litigation.

The loan-to-value standard fairly balances the interests of debtors and
creditors. The debtor would be able to reorganize overencumbered property in
Chapter 11 over the objection of its secured creditor by reducing the mortgage debt
to the current value of the property and retaining the property through a new-vaue
contribution. This new value contribution would provide the secured creditor with
a conventional layer of equity beneath its mortgage loan. Without this layer of
equity, the secured lender bears al the risks of any future declinein value, while the
debtor enjoys al the benefits of any future appreciation. With a conventional layer
of equity, the debtor enjoys the benefits and bears the burdens of ownership. From
the lender’ s perspective, it would be asif the property were sold to a creditworthy
purchaser for a price equal to a court-determined value.’ The loan-to-value
proposal would not give additional leverage to holders of junior liens that are
completely unsecured. Thisis so because the protections apply to the treatment of
the secured portion of the debt only.

Requiring the debtor to reduce the principal balance of its secured note by
twenty percent would also leave the debtor with asound capital structure coming out
of confirmation. A new-value plan in which the secured debt equals 100 percent of
the value of the property is a virtual recipe for future default and poor
maintenance.’® In such cases, too much of the debtor’ s net income must be spent
on mortgage debt service, leaving the debtor too little for maintenance and reserves.
Requiring the debtor to maintain an 80 percent loan-to-value ratio decreases the
amount of net income that must be spent on debt service, greatly increasing the
likelihood that the debtor will properly maintain the property and will fully perform
its obligations under the plan. Requiring the equity holders to make this down

1701 The restructured loan could also likely be classified as a performing loan, reducing
regulatory problems for the lender.

1702 A s explained on pages 673-74 supra, in the text the main concern of the public in

SARE casesis that the affected apartment building or other real property be property
maintai ned.
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payment will also give those equity holders a greater incentive to put in additional
new money as needed, because they will have a current economic interest in the
property to protect.

Finaly, the Proposal should reduce or smplify litigation in several respects.
First, by more precisely defining the requirements of the new-value exception, it
should reduce litigation over whether those requirements have been met in a
particular case. Second, the loan-to-value requirement would relieve courts from
having to determine the market rate of interest on one hundred percent |oan-to-value
loans — loans which do not exist in the marketplace. Third, the Proposal should
reduce litigation over classification of claimsand artificial impairment of classesin
SARE cases.'™® Fourth, clarifying the rules for debtors who seek to reorganize
overencumbered real estate in Chapter 11 may increase the number of out-of-court
workouts.

The proposed |oan-to-valuetest isnot adeparturefrom the present new-value
exception, but rather applies the five elements of the existing new-val ue exception
to the unique circumstances of SARE cases:

1. “New” and “money or money’s worth.” The Proposal requires the
contribution to be in cash paid on the effective date of the plan from a source other
than the property of the estate. Inthisrespect it isidentical to the present new-value
exception.

2. “Necessary.” The payment required under the Proposal is
“necessary” inthat itisprecisely calculated to further thelikelihood of successof the
reorganized SARE debtor. As explained above, the required equity cushion is
designed to leave the reorganized debtor with acapital structurethat will enhanceits
ability to maintain the property and fully perform its obligations under the plan.

3. “Substantial” and “reasonably equivalent to the interest retained.”
The primary concern raised by lien-stripping plansis that the secured creditor bears
al risk of future decline in the value of the property, while the debtor enjoys the
benefits of all future appreciation. Thus, athough the equity interest in the
reorganized debtor may have no value in an accounting sense, it has a substantial
practical value, because it affords the debtor’s equity holders an opportunity to
recover future profits without putting their assets at risk, and because foreclosure

1703 The Commission believesthat none of the existing restrictions on confirmation of lien-
stripping plans should be modified in SARE cases unless the |oan-to-value test for new-value plans
isadopted. These existing limitations include the impaired accepting class requirement of Section
1129(a)(10), case law precluding separate classification of the mortgage holder’s unsecured
deficiency claim and case law regarding artificial impairment of claims. The Commission aso
believesthat the new-value exemption should not be recognized in SARE caseswithout theloan-to-
value test.
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often has substantial adverse tax consequences for equity holders. The size of the
new-value contribution required under the Proposal is calculated to allocate more
equitably the benefits and risks of reorganization. The debtor’s equity holders, who
reap the entire benefit of any future appreciation, are required to bear an appropriate
share of therisk of any future decline in value by supplying the same equity cushion
an outside purchaser would have to put up.

The new-value exception is never easy to satisfy, because it requires equity
holders to make a “substantial” contribution of capital. Undoubtedly, the equity
holdersin many caseswould not be able, or willing, to contribute sufficient new cash
to pay down the secured debt as required under the Proposal. It is doubtful,
however, that casesin which equity holders propose asmaller contribution would be
confirmed under current law either.*’® The big difference between current law and
the proposed loan-to-value test is that the Proposal creates an objective test that will
lead to faster, less expensive resolution of SARE cases.

There must be some restriction on how the debtor treats the new-value
contribution. 1t would completely underminethelogic of the Proposal, for instance,
to permit the debtor to treat the new contribution asasenior lien on thereal property.
A morerealistic danger isthat the contribution might betreated as equity convertible
to debt on a par with unsecured claimsto be paid under the plan. In that instance the
new-val ue contribution might not have the hoped-for effect of enhancing the capital
structure of the debtor and thefeasibility of the plan. The Proposal providesthat the
contribution be equity that is not convertible to debt without consent of the secured
lender.

The loan-to-value requirements would not apply when the secured creditor
makes the section 1111(b) election. When a creditor makes the election, its entire
claim istreated as secured. The absolute priority rule and the new-value exception
apply only to unsecured claims.

Annex A, attached hereto, presents accounting entries illustrating how the
loan-to-value test for the new-value exception would work in various hypothetical
cases.

Credit-Bid Approach to New-Value Exception.The Commission received
many comments stating that the real property should be put up for auction, and the
secured creditor permitted to credit bid its note, when an SARE debtor proposesto
confirm a plan under the new-val ue exception.”® The Commission considered this

1704 See The Honorable Thomas E. Carlson, Memorandum to the Small Business Working
Group Regarding the Loan-to-Value Approach to the New Value Exception (June 5, 1997) (noting
that courts confirm new-value plansin only eleven percent of reported cases).

175 Joel B. Zweibel, O'Melveny & Meyers LLP, Letter to the Small Business Working
Group Regarding Single Asset Real Estate Proposal Numbers 10-12 (Sept. 8, 1997); John D.
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approach carefully, but declined to adopt it, out of concern that it might prevent a
debtor from ever confirming a new-value plan over the objection of a secured
creditor. At the sametime, however, the Commission acknowledgesthat the credit-
bid approach has advantages, and suggests that Congress give this approach serious
review. Attached as Annex B is a copy of a memorandum received by the
Commission that explains the credit-bid approach in detail .}

Cleavenger, The Principal Financial Group, Letter to the National Bankruptcy Review Commission
Regarding Single Asset Real Estate (Aug. 9, 1997); Dean A. Rogeness, MassM utual Ins. Co., Letter
to the National Bankruptcy Review Commission Regarding Single Asset Real Estate (Sept. 9, 1997);
Dain C. Donelson & The Honorable Robert D. Martin, Memorandum to the Small Business Working
Group Regarding Proposed New-Value Exception--Single Asset Real Estate Entities Alternative
Proposal/Additional Analysis (Sept. 9, 1997).

In addition, three commentatorswho supported to | oan-to-val ue approach stated they would
also support a credit-bid approach. J.S. Hollyfield, sole practitioner, Letter to the National
Bankruptcy Review Commission; Alan J. Robin, Metropolitan Life Ins. Co., Letter to John Gose,
Esq. (Sept. 5, 1997); Prof. Robert M. Zinman, Memorandum to the National Bankruptcy Review
Commission, Small Business Working Group Regarding Single Asset Real Estate (Sept. 9, 1997).

7% Dain C. Donelson & The Honorable Robert D. Martin, Memorandum to the Small

Business Working Group Regarding Proposed New-Value Exception--Single Asset Real Estate
Entities Alternative Proposal/Additional Analysis (Sept. 9, 1997)
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Professor Kenneth N. Klee of the University of California at Los Angeles
School of Law submitted the Alternative Proposals set forth below after the
Commission voted on the previous Single Asset Real Estate Proposals. The
Commission did not have the opportunity to vote on Professor Klee’s Proposals.
The Small Business Working Group did consider a number of the concepts
embodied in the proposals but rejected them.

While there has been no Commission vote on the Alternative Proposals
discussed below, they have the support of five Commissioners who were not
members of the Small Business Working Group. They view it as a well-reasoned
alternative and hope that it will receive careful consideration by Congress.

ALTERNATIVE SINGLE ASSET
PROPOSALS

A significant number of Chapter 11 casesinvolve apartnership or corporation
whose sole significant asset is an office building, apartment complex, warehouse, or
smilar real property. Inthetypical case, the sole significant creditor isthe mortgage
holder. When the rental value of the property declines, or the debtor suffers an
increase in vacancies, the debtor is no longer ableto pay debt service. The mortgage
goes into default, the debtor and the lender fail to agree upon an out-of-court
workout, and the debtor files Chapter 11 to stave off foreclosure.

Although use of Chapter 11 in some of these casesis abusive and unjustified,
in other cases, access to Chapter 11 serves legitimate reorganization objectives.
Moreover, as Judge Samuel Bufford testified before the working group, there is
something to be learned from the depression when ownership of United States real
estate was concentrated in the hands of American banks. Therefore, the
Commission’s objective should be to fine-tune Chapter 11 to weed out the abusive
cases without precluding reorganization of the non-abusive cases.

Two concerns are voiced most frequently by those who contend that abuseis
rampant and must be stamped out'””. Firgt, the automatic stay enables the debtor to

07 Some even question whether SARE debtors should be excluded from Chapter 11. E.g.,
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prevent foreclosure for an extended period of time without filing a plan or making
postpetition payments. This gives the debtor substantial leverage over the secured
lender by imposing the principal costs of delay on that creditor. Second, SARE
debtors sometimes attempt to use the provisions of Chapter 11 to keep
overencumbered property without either paying the mortgage in full or obtaining the
assent of a majority of creditors. These concerns are heightened because, some
contend, SARE cases fulfill few of the recognized goas of Chapter 11. They
contend that reorganization is not generally necessary to preserve jobs and going-
concern value in SARE cases. Whether the debtor keeps the real property or the
secured creditor takes it back, they believe that the property will be operated in the
same manner, creating the same jobs and economic activity. Opponents of this view
contend that lenders do not always operate properties after foreclosure. Anecdotal
evidence of foreclosing banks boarding-up buildings in Texas during the 1980's
supports this view. Jobs can be lost.

Several published articles and persons who appeared before the Working
Group defended availability of Chapter 11, as presently constituted, for SARE
cases™®, These spokespersons contend, as noted above, that there is no greater
incidence of abusein the SARE areathan in other areas and that increasingly wise and
thoughtful case management by bankruptcy judges, U.S. Trustees and Bankruptcy
Administrators was bringing the problems under control without need for significant
statutory reform. These commentators repeatedly asserted that whatever the
problems with SARE cases might or might not be, the SARE debtor did not deserve
more restriction in how it could function in Chapter 11 than any other debtor.

All individuals expressing views to the Commission shared the belief that in
recent years, the incidence of cases where tax-shelter-preservation motivations
predominated had declined significantly. Also, there seemed to be a consensus that
the courts, the U.S. Trustees and the Bankruptcy Administrators had gotten much
wiser about moving more swiftly against abusive single-asset realty cases.

Nevertheless, in spite of some indication of some favorable trends, problems
alleged to arise from SARE cases continue to demand the careful attention of judges
and makers of public policy. Congress recently addressed the concern that SARE
debtors enjoy the benefit of the automatic stay for too long. In 1994, Congress

Raobert M. Zinman, No Chapter 11 For Single Asset Real Estate, No ““New Value” for Single Asset
Real Estate, AM. BANKR. INST. WINTER LEADERSHIP CONF. (Dec. 5-7, 1996)(unpublished article
on filewith the American Bankruptcy Institute and the National Bankruptcy Review Commission);
AlanRobin & JamesLipscomb, Real Estate Bankr uptciesand the Bankruptcy Process, REAL PROP.
PROB. & TR. J(Spring 1997).

1708 See, e.9., L.E. Credl, 111 & Weldon L. Moore, 111, Unjustified Criticism of Single Asset
Real Estate Cases in Bankruptcy, AM. BANKR. INST. WINTER LEADERSHIP CONF. (Dec. 5-7,
1996)(unpublished article).
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enacted section 362(d)(3), which entitles secured creditors relief from stay, unless
within 90 days after the order for relief the SARE debtor: (1) filesaconfirmable plan,
(2) commences postpetition mortgage payments, or (3) obtains an extension of the
90-day plan-or-payment deadline. Theeffect of section 362(d)(3) islimited, however,
by the fact that it does not apply to cases in which the secured debt exceeds $4
million. During the 105th Congress, as noted below, the House Committee on the
Judiciary reported out H.R. 764 which would increase the $4 million limit to $15
million. Congress will determine whether $4 million, $15 million, or something in
between is an appropriate cap for these cases.

Court decisions have established limitations on when an SARE debtor may
keep overencumbered property without paying a mortgage debt in full. Whether an
SARE debtor can confirm alien-stripping plan generally turns on whether animpaired
class has accepted the plan, and whether the plan satisfies the new-val ue exception to
the absolute priority rule. The Courts of Appeals have made it increasingly difficult
for the debtor to create an impaired accepting class, by restricting the debtor’ s ability
to divide unsecured claims into more than one class*® The drawback in this
approach is that reliance on classification rules does not ensure that reasonable lien-
stripping plans are confirmed and that unreasonable lien-stripping plans are not
confirmed.

The Commission’ s working group on small business, partnership and single-
asset real estate, conducted several discussions regarding SARE cases, during which
it received comments from many attorneys, lenders, and judges. A consensus
emerged within the working group from those discussions that the incidence of abuse
in the past and danger of additional abuse in the future from SARE cases was very
significant and requires tightening up in the statute. The Commission rejected the
extreme view, advocated by some, that SARE debtors should be excluded from
Chapter 11 altogether. However, the Working Group’ s Recommendations provide
for additional steps be taken to reduce cost and delay, and for incorporation of clear,
objective standards regarding use of the so-called “new-value exception” in SARE
cases.

Set forth below are Alternative Proposals that should be considered by
Congress asavariation on the Single Asset Real Estate proposals made by The Small
BusinessWorking Group. The proposal isaconservative approach in light of the lack

17 See, e.g., In re Barakat, 99 F.3d 1520, 1526 (9th Cir. 1996). cert. denied, 117 S. Ct.
1312, 137 L. Ed. 2d 475, reh’g denied, 117 S. Ct. 1725 (1997); In re Lumber Exch. Bldg. Ltd.
Partnership, 968 F.2d 647, 649 (8th Cir. 1992); In re Bryson Properties, XVIII, 961 F.2d 496, 502
(4thCir.) cert denied, 506 U.S. 866, 11 S.Ct. 191, 121 L.Ed.2d 134 (1992); In re Greystone 111 Joint
Venture, 995 F.2d 1274, 1281 (5th Cir. 1991), cert denied, 506 U.S. 821, 113 S. Ct. 72, 121 L. Ed.
2d 37 (1992). In re Boston Post Road Ltd. Partnership, 21 F.3d 477, 483 (2d Cir. 1994) cert.
denied, 513 U.S. 1109, 115 S. Ct. 897, 130 L. Ed. 2d 782 (1995).
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of empirical data in this important area. The Alternative Proposals make different
recommendations to reduce cost and delay by providing a streamlined definition of
SARE cases and leaving the development of the “new-value exception” to court
decisions.

The Alternative Proposals are designed to embrace the consensus of the
Working Group “that SARE debtors should not be excluded from chapter 11, but that
additiona steps be taken to reduce cost and delay.” The proposals do not use the
Working Group approach of employing objective standards into the single asset rea
estate cases, either in the definition or in the confirmation standards. While clear
standards are generally to be applauded, they work well only when people generally
agree that they are appropriate, both as a matter of principle and as an empirical
matter. In SARE cases, there is no such consensus, which means that any
recommendation incorporating objective standards is bound to be controversial. A
controversial proposal will offer little guidance to Congress, setting up another round
of contentious hearingsthat to little to forward the debate in the absence of empirical
data.

The kind of rigid standard recommended by the Working Group for
incorporation into the new-value exception to the fair and equitable rule--requiring
a 20% cash equity infusion--may make sense in some cases, but may wreak havoc in
others, forcing businessesto close only because atechnical financial rule, that seemed
sensible in the abstract, makes no sense in a specific case. Moreover, tinkering with
thefair and equitable rulein the absence of concrete data could have detrimental spill-
over effects in non-SARE cases as well as in countless out of court workout
agreements.

Similarly, the Working Group’s definition for SARE cases would permit
sophisticated lenders to condition all significant real estate loans by requiring
borrowersto drop real estate collateral down into a single-purpose subsidiary which
would qualify for SARE treatment in the event of default. Thiswould enable lenders
to opt into section 362(d)(3) even though in essence the loan is made to a viable
business, and, in some cases, it would prevent the operating company from
reorganizing.
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RECOMMENDATIONS

2.6.1A Change the Present Statutory Definition of “Single Asset Real Estate” in

two ways.

First, the $4 million debt limit should be raised to $15 million in
the definition of “single asset real estate” debtor subject to
section 362(d)(3).

Second, the definition of “single asset real estate” should be more
carefully worded to exclude cases in which the real property is
used by a debtor or related company in an active business.

The definition, as proposed, incorporating both concepts, would read as
follows:

undeveloped real property or other real property constituting a
single property or project, other than residential real property
with fewer than 4 residential units, on which is located a single
development or project which property or project generates
substantially all of the gross income of a debtor and on which no
substantial business is being conducted by a debtor, or by a
member of a commonly controlled group of companies of which
the debtor is a member, other than the business of operating the
real property and activities incidental thereto having aggregate,
noncontingent, liquidated secured debts in an amount no more
than $15,000,000.

2.6.1B Congress should fund a study to compare results in SARE cases with those

in single asset real estate cases in which the secured debt exceeds $15

2.6.2A Amend Code Section 362(d)(3) in Three Particulars

684

a. Makeclear that paymentsrequired by section 362(d)(3) may
be made from rents generated from the property.

b. Providethat theinterest rate with respect to which payments
are calculated shall be the nondefault contract rate.
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c. Amend the statute to provide that the payments must be
commenced or a plan filed on the later of 90 days after the
petition date or 30 days after the court determinesthe debtor to
be subject to section 362(d)(3).

2.6.3A An SARE debtor should be able to confirm a lien-stripping under the
new- value exception to the absolute priority rule

Codification of the new-value exception should apply in all
Chapter 11 cases, including SARE cases. The Commission’s
proposal to terminate plan exclusivity when the plan proponent
seeksto confirm anew-value plan under section 1129(b)(2)(B)(ii)
should also apply in SARE cases.
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DISCUSSION

2.6.1A Change the Present Statutory Definition of “Single Asset Real Estate” in

two ways

First, the $4 million debt limit should be raised to $15 million in
the definition of “single asset real estate” debtor subject to
section 362(d)(3).

Second, the definition of “single asset real estate” should be more
carefully worded to exclude cases in which the real property is
used by a debtor or related company in an active business.

The definition, as proposed, incorporating both concepts, would read as
follows:

undeveloped real property or other real property constituting a
single property or project, other than residential real property
with fewer than 4 residential units, on which is located a single
development or project which property or project generates
substantially all of the gross income of a debtor and on which no
substantial business is being conducted by a debtor, or by a
member of a commonly controlled group of companies of which
the debtor is a member, other than the business of operating the
real property and activities incidental thereto having aggregate,
noncontingent, liquidated secured debts in an amount no more
than $15,000,000.

2.6.1B Congress should fund a study to compare results in SARE cases with those
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in single asset real estate cases in which the secured debt exceeds $15
million

Comments. Under current law, “single asset real estate” is defined as:

real property constituting a single property or project, other
than residential real property with fewer than 4 residential
units, which generates substantially all of the grossincome of
a debtor and on which no substantial business is being
conducted by adebtor other than the business of operating the
real property and activities incidental thereto having
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aggregate, noncontingent, liquidated secured debts in an
amount no more than $4,000,000.%°

Four Million Dollar Cap Issues.

Section 362(d)(3) establishes a sound approach to small SARE cases where
non payment of taxes and neglect of the property ishighly likely. The $4 million cap
should be raised to include other SARE cases in which the level of cash flow islikely
to lead to deferred maintenance and non-payment of property taxes. But the cap
should not be eliminated or raised to a level where projects that can be rehabilitated
will be liquidated in foreclosure sales and jobs will be lost. The recommendation of
the Working Group to repeal the $4 million cap is rejected, however, astoo radical
in light of the dearth of empirical data. The only available experiences suggest that
most projects with large debt levels have ample cash flow to maintain tax and
maintenance payments. These large projects are not subject to the same policy
constraints or “abuses’ as the smaller projects. Moreover, many of these projects
involvejobsthat will belost if the reorganization processisforced down afast track.
Furthermore, large projects are more likely to have complex debt structures that
would preclude application of the fast track of section 362(d)(3). More resources
are devoted to developing cash flow models and appraisas than in the smaller cases.
Theimplicationsof rigid refinance rules and fast-track negotiationswould have other,
unanticipated effects. For example, the possibility of claims trading to enhance
liquidity inlarge projectsand to increase both the leverage and return for the creditors
would be all but eliminated. Rather than increase litigation in these cases by forcing
the debtor to file motions to extend the section 362(d)(3) period, the proposal leaves
large projectsin theregular chapter 11 track where the debtor and creditors can focus
their efforts on plan negotiation.

To say that alineis difficult to draw is not to say that aline should not be
drawn. In order to enable further study, the proposal raises the cap to $15 million as
ameasured first step. Infact, such astudy should be made even if Congress decides
to retain the $4 million cap or raise it to an amount less than $15 million. Proposal
2.6.1B asks Congressto gather datain SARE cases under $15 million and to compare
the results with single asset real estate cases over $15 million that will not be subject
to section 362(d)(3). After the data are analyzed, further refinements may be made.

79 A bill whichiscurrently pending before the House of Representativeswould increasethe cap
to $15 million dollars. See H.R. 764, § 2 (2)(B), 105" Cong., 1% Sess. (1997). Section 2(2)(B) of
H.R. 764 is based on H.R. 73, the “Single Asset Bankruptcy Reform Act,” introduced by Rep.
Knollenberg on January 7, 1997. The bill was ordered reported, as amended, by the House Judiciary
Committee on July 16, 1997. The amended bill imposes a $15 million cap on the definition of
“single asset real estate” in section 101(51B) of title 11.
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Active-Business Issues. The Alternative proposed definition of the SARE
debtor is designed to include real estate investors, and to exclude debtors who use
real estate in an active business, such as a wholly owned subsidiary that holds a
building used as afactory by the parent, or atelevision broadcast tower heldin a
separate entity owned by the FCC licensee, whether or not the parent or the
licensee is aso adebtor in a bankruptcy case. Whether the debtor uses real
property in an active business should be viewed in terms of economic substance
rather than the form of ownership. Thus, where a debtor conducting an active
business holds title to the real property used in that business through a separate
entity, the entity holding the real property should not be considered an SARE
debtor. In other words, a basic idea embedded in the Alternative Proposalsis that
SARE not include members of a consolidated group of debtors operating a
substantial non-realty business in the real estate.

It is necessary to define carefully the relationship the real estate debtor
must have to the operating debtor to come within the operating business
exception to the definition of SARE. The Commission has opted in favor of the
undefined term “group of commonly controlled entities of which the debtor isa
member” because the existing definition of “affiliate” in the Code would be too
loose. The definition of “affiliate” in Section 101 uses a 20% ownership
threshold, which might sweep out of the defined concept of SARE too many
situations in which the affiliated entity was not so closely related to the debtor
that the relationship, alone, should be a sufficient basis to exempt the debtor from
the definition of SARE. The Alternative Proposals embrace these concepts, but
reject the Working Group’ s requirement that substantially all members of the
commonly controlled group be Chapter 11 debtors.

The Alternative Proposals amend the definition of SARE to include real
estate investors, but to exclude debtors who use real estate in an active business,
such as a hotel or casino. Moreover, the definition is expanded to exclude groups
where one member owns the real estate and another operates a business on the real
estate. Thereis no requirement that the member operating the business be atitle
11 debtor as long as the owner or lessee of the property is a chapter 11 debtor.
The concept of a commonly controlled group is broader than the definition of
“affiliate” in section 101(2) of the Bankruptcy Code.

By focusing on the commonly controlled group, the Alternative Proposals
remove incentives for lenders to require real estate borrowers to form single
purpose subsidiaries into which real property must be dropped down as a condition
to financing. By contrast, the Working Group’ s proposals probably would
encourage single purpose subsidiary financing by excluding such a subsidiary from
the definition of SARE only if substantialy all other members of the commonly
controlled group were chapter 11 debtors. Financially sound commonly controlled
companies operating on the real property would not file chapter 11 petitions.
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Only the real estate subsidiary would be adebtor. Asaresult, under the Working
Group proposals, the real estate subsidiary would be on the SARE fast track even
though a viable business was being operated on the property. If the lender
forecloses in the SARE case, the loss of the real estate could threaten the viability
of the remaining business. Thisis a huge realignment of power toward the lender
in single asset real estate cases that has not been justified either by principle or
empirical necessity.

The following examples illustrate what the Alternative Proposals have in
mind. The result in Example 2 differs from that proposed by the Working Group.

1. Debtor isalimited liability company owned by a group of lawyers,
doctors, and dentists which owns an office building held for rental. Debtor is an
SARE. Thiswould be true even if the debtor provides its own cleaning,
maintenance, snow removal, and landscape services, because these are activities
incidental to the operation of the property.

2. Debtor is awholly owned subsidiary of a Fortune 500
manufacturing company which owns a manufacturing facility operated by the
parent. The debtor is a Chapter 11 debtor. The debtor is not an SARE whether or
not the parent is also a Chapter 11 debtor. This is because the debtor is a member
of acommonly controlled group which conducts a substantial business on the
debtor’s property other than a business incidental to the operation of the property.

3. Debtor is alimited partnership owned by a group of business
executives which owns a strip shopping center with twenty-three stores, none of
which storesis operated by the debtor. Debtor is an SARE.

4, Debtor is the same limited partnership owned by the same group of
busi ness executives which owns the same strip shopping center with twenty-three
stores. However, in this example, the smallest of the store spaces is operated as a
frozen-yogurt stand by the debtor. Debtor is an SARE, even though it operates a
business other than an activity incidental to real estate because the frozen-yogurt
stand is not “substantial.”

5. Debtor is a corporation owning aregional shopping mall. Debtor is
majority owned by an enterprise which also operates a nationwide chain of 147
ladies-apparel stores, one of which is on the debtor’ s premises. The debtor is not
an SARE, because the business being operated by the debtor’s group is
“substantial.”

Elimination of Other Ambiguities. The current definition contains severa

ambiguities. The phrase “which generates substantialy all of the gross income of
adebtor” has led at least one court to question whether the definition includes raw
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land.*™ It is the intention of this Proposal that the SARE definition includes raw
land. It isaso unclear whether under the $4 million debt limit refers to the face
amount of the secured claim or to the lesser of the face amount or the value of the
collateral.*™** Congress should clarify that in raising the debt limit, it is the face
amount of the debt and not the value of the property that is controlling. This
should eliminate or reduce litigation.

2.6.2A Amend Code Section 362(d)(3) in Three Particulars

a. Make clear that paymentsrequired by section 362(d)(3)
may be made from rents generated from the property.

b. Providethat theinterest rate with respect to which
payments are calculated shall be the nondefault contract rate.

c. Amend the statuteto provide that the payments must be
commenced or aplan filed on the later of 90 days after the
petition date or 30 days after the court determinesthe debtor
to be subject to section 362(d)(3).

The Alternative Proposals adopt the suggestions of the Working Group in
proposal 2.6.2. It adopts the Commission’s suggestion that three additional minor
amendments be made to the language of section 362(d)(3). First, the statute
should make clear that the payments required may be made from rents generated
from the property. Second, the statute should be amended to provide that the
interest rate from which the payments are calculated be the nondefault contract
rate, rather than the “current fair market rate” as now specified. This change will
provide greater certainty and reduce litigation. Third, the statute should be
amended to provide that the payments must be commenced or a plan filed on the
later of 90 days after the petition date or 30 days after the court determines that
the debtor is subject to section 362(d)(3). If adebtor does not timely comply with
section 362(d)(3) based on its contention that it is not an SARE debtor, and it is
later determined that section 362(d)(3) does apply, relief from stay must be
granted even if the debtor is ready to make payments or file a plan promptly.

This trap would be eliminated by the suggested amendment.

1 11 re Oceanside Mission Assocs., 192 B.R. 232, 234 (Bankr. S.D. Cal. 1996).

12 Compare In re Pensignorkay, Inc., 204 B.R. 676 (Bankr. E.D. Pa. 1997) (holding that

the cap should be calculated by reference to the value of the collateral) with In re Oceanside Mission
Assocs., 192 B.R. 232 (Bankr. S.D. Cal. 1996) (holding that the four-million-dollar cap should be
calculated by reference to the total value of the secured creditor’s nonbankruptcy claim).
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Congress adopted section 362(d)(3) for the express purpose of reducing
delay and potential abuse in SARE cases.'™® Section 362(d)(3) requires the
SARE debtor within 90 days after the order for relief to: (1) file a confirmable
plan; (2) commence postpetition mortgage payments; or (3) obtain an extension
of the 90-day plan-or-payment deadline. If the SARE debtor failsto perform any
of these three options, secured creditors are entitled to relief from the automatic
stay.'™* Subject to the provisions of the Commission Small Business Proposal,
the Commission believes that section 362(d)(3) establishes a sound approach to
SARE cases. '™

Rationale for the Ninety-Day Plan Deadline. Small SARE cases typically
fit the following fact pattern. The debtor’s investment is highly leveraged, i.e.,
mortgage debt represents a high percentage of the value of the real property.
Rental income has declined, so that the debtor is no longer able to pay all

1713 3 LAWRENCE P. KING, COLLIER ON BANKRUPTCY 362.07[5][b] (1996) (citing S. Rep.
No. 168, 103d Cong., 1% Sess. (1993) (“This amendment will ensure that the automatic stay
provision is not abused, while giving the debtor an opportunity to create a workable plan of
reorganization.”); 140 Cong. Rec. 10, 764 (daily ed. October 4, 1994), reprinted in App. Pt. 9(b)
(statements of Rep. Brooks, chairperson of the House Judiciary Committee):

Without bankruptcy reform, companies, creditors, and debtorsalike will
continue to be place on endless hold until their rights and obligations are
adjudicated under the present system--and that slows down ventures,
new extensions of credit and new investments.

1714 Section 362(d)(3) provides that the court shall grant relief from the automatic stay:

(3) with respect to astay of an act against single asset real estate under subsection
(a), by acreditor whose claim is secured by an interest in such real estate, unless, not later than the
date that is 90 days after the entry of the order for relief (or such later date as the court may
determine for cause by order entered within that 90-day period)--

(A) the debtor has filed a plan of reorganization that has a
reasonable possibility of being confirmed within a reasonable time; or

(B)  the debtor has commenced monthly payments to each creditor
whose claim is secured by such real estate (other than a claim secured by
ajudgment lien or by an unmatured statutory lien), which payments are
in an amount equal to interest at a current fair market rate on the value
of the creditor’ sinterest in the real estate.

715 The Small Business Proposal, adopted by the Commissionin June 1977, defines*small
business’ to include all single-asset realty debtors. As a consequence, the 150-day-confirmation,
financial reporting, U.S.-Trustee-supervision and other provisions of the Proposal would apply in
SARE cases. To coordinate section 362(d)(3) with the Small Business Proposal, it would be
necessary to amend section 362(d)(3) to provide that extensions of the ninety-day period thereunder
would have to be obtained pursuant to the section which sets forth burden-of-proof standards
proposed for extensions of small business debtors.
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operating expenses, taxes, and mortgage debt from the rental income. The
decline in rental income typically results from: (1) ageneral declinein the
relevant rental market; (2) overbuilding; (3) vacancy caused by loss of a major
tenant; or (4) vacancy and declinein rental value caused by mismanagement, poor
maintenance, or both.

In thistypical SARE case, ninety daysis generaly sufficient time for the
debtor to file afeasible plan of reorganization. First, the plan in an SARE case
involves financial restructuring, not operational restructuring of the business. The
debtor whose case usually involves business restructuring may need to open or
close abranch or division. The debtor may then need to operate the restructured
business for some time, to see how profitable it will be, before the debtor can
propose aplan. In contrast, the financial restructuring involved in SARE casesis
generally accomplished by reducing creditors claims and/or by infusing new
capital to cover the difference between rental income and the amount needed to
pay expenses and debt service. In addition, the typical SARE debtor has only one
significant creditor, the first mortgage holder. Trade debt is generally de minimis,

and paid in full under the plan. Thus, the typical SARE caseisin substance a
two-party dispute, the primary focus of which is to restructure the terms of the
debtor’s secured debt. In this respect, the typical SARE case is very different
from the typical manufacturing case, in which there may be a significant number
of jobs at stake, and which may involve a significant amount of trade debt,
unsecured bond debt, and numerous secured creditors, each secured by different
collateral.

By contrast, in larger real estate cases where the mortgage debt exceeds
$15 million, debtors are better equipped to keep current on tax and maintenance
payments. At the same time, the debt structure in large casesis likely to be more
complex. For example, the debtor and a third party lender might be parties to an
interest rate swap, a device not likely to be used in smaller cases. Moreover, based
on the dollar amounts at stake, all parties will require more time to perform a
financial analysis of the project than in smaler cases. The $15 million cap will give
Congress the opportunity to gather data to determine whether the cap should be
adjusted up or down or eliminated.
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2.6.3A An SARE debtor should be able to confirm a lien-stripping under the new-
value exception to the absolute priority rule

Codification of the new-value exception should apply in all
Chapter 11 cases, including SARE cases. The Commission’s
proposal to terminate plan exclusivity when the plan proponent
seeksto confirm anew-value plan under section 1129(b)(2)(B)(ii)
should also apply in SARE cases.

Under current law, some courts allow prepetition equity holders to retain
property under a plan of reorganization, over the objection of creditors and even
though creditors are not paid in full, by infusing “new value’ into the reorganized
business. This concept isknown as the new value exception to the absol ute priority
rule™ The new-value exception is invoked most frequently in SARE cases in
which the mortgage debt exceeds the value of the real property. The new value
exception is used in such cases to enable the debtor to keep the property without
paying the mortgage debt in full.

The principal problem with the new-value exception isthat its elements are
not precisely defined. Under current caselaw, the new-val ue exception containsfive
requirements. The new-value contribution must be: (1) new; (2) in money or
money’ s worth; (3) substantial; (4) necessary; and (5) reasonably equivalent to the
interest retained.**” While court decisions provide reasonably precise definitionsfor
the “new” and “money or money’ sworth” requirements, case law is only beginning
to provide clear guidelinesfor the other three requirements.*”*® Cases addressing the
“substantial” requirement are split over whether substantiality isto be determined
on a common sense basis or measured in absolute terms or relative to unsecured
claims. Cases addressing the “necessary” requirement are split over whether the

1716 Both courts of appeals to decide the issue have squarely held that the new-value
exception exists under the 1978 Code. In re 203 N. LaSalle St. Partnership, _F.3d_, 1997 U.S. App.
Lexis 27008 (7th Cir. Sept. 29, 1997); In re Bonner Mall Partnership, 2 F.3d 899, 908 (9" Cir.
1993), cert. granted, 510 U.S. 1039, 114 S. Ct. 681, case dismissed as moot, 513 U.S. 118, 115 S.
Ct. 386 (1994). On September 19, 1996, the Commission adopted a Proposal to codify the new value
exception. See, Chapter 11 Working Group Proposal #1: Absolute Priority and Exclusivity.

7 |In re Bonner Mall Partnership, 2 F.3d 899, 908 (9" Cir. 1993), cert. granted, 510
U.S. 1030, 114 S.Ct. 681, case dismissed as moot, 513 U.S. 118, 115 S. Ct. 386 (1994).

118 The lack of clarity in the case law regarding the other three requirementsis set forth in
J. Ronald Trost, et al., Survey of the New Value Exception to the Absolute Priority Rule and the
Preliminary Problem of Classification, (1996). But as the courts of appeals refine these concepts,
clear guidelines will emerge. For example in 203 N. LaSalle St. Partnership, note 10 supra, the
Court of Appeals for the Seventh Circuit adopted a common sense approach in evaluating these
reguirements as opposed to a mathematical formula.
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contribution must be necessary to operations or whether it may be used to pay
preconfirmation creditors. It is aso unsettled whether old equity must be the sole
available source of new capital.'™® Regarding the “reasonably egquivalent”
requirement, it is unclear whether indirect benefits to equity holders, such as
expected future salary and deferral of taxes, must be taken into account. Courtsalso
differ whether the equity interest must be put up for auction.*”® A recent survey
concludes that “the courts have offered few insights regarding the methodology of
satisfying this requirement.” %

The Commission has adopted the recommendations of the Chapter 11
Working Group to codify the new-value exception or principle but to terminate plan
exclusivity when the debtor seeks to confirm a new-value plan under section
1129(b)(2)(B)(ii) of the Bankruptcy Code. At thistime, the Alternative Proposals
embrace these recommendations in the context of SARE cases. The Alternative
Proposal s urge Congressto study the new-value exception to seeif codification of al
or part of the principle is appropriate. Currently, in other chapter 11 cases, the
Commission recommends the conservative approach to alow the courts to further
develop the new-vaue principle. Applications of the principle in different cases
should provide Congresswith rich datafrom which to determine whether codification
of all or part of the elements of the exception is necessary or desirable.

The consensus of the Working Group to codify a loan-to-value test to
measure “ substantiality” is not included in the Alternative Proposals. The loan-to-
value test would preclude out-of-court workout agreements in which lenders often
take less than an 80% restructured first mortgage. Moreover, the loan-to-value test
would discourage lendersfrom taking fractional equity positionsin workouts, asthey
often currently do, because they could hold out for 20% cash or ownership of all of
the equity in achapter 11 plan. Asapractical matter, the Working Group proposals
would make most SARE cases impossible to confirm. Since the Commission has
resolved to give SARE debtors access to chapter 11, it isonly fitting that they have
some reasonable opportunity to negotiate a consensual plan. The debtor’ sthreat to
confirm anon-consensual plan, even though tempered by theloss of exclusivity, gives
the debtor reasonabl e leverage to reach aconsensually negotiated plan. Confirmation
of consensual planswill reduce litigation.

The Alternative Proposals reject the notion that in all SARE new-value cases
the property should instead be put up to auction for the lender to credit bid its note.

17191d. at 1336-37.
Y20 1d. at 1346-47.

1721 1d. at 1348.
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When the property is worth less than the debt, the lender’s credit bid does not
accurately determine the value of the property; it deliberately deviates from the
market value of the property and permits a bankruptcy-endorsed foreclosure. The
typical SARE case has few assets other than the real property. Therefore, the lender
can afford to ignore its unsecured deficiency claim and can bid its entire debt to get
the property. Indeed, if the debt is nonrecourse, the lender would have no other
option in an auction. The Alternative Proposals rely instead on the market place to
determine the value of the property. The competing plan process can be expected to
produce a superior result by encouraging consensua workouts and providing
opportunities to save businesses, and hence save jobs, for operating companies. The
competing plan offers conservative changesto the current Bankruptcy Code and does
not run the risk of sharply unbalancing established business relationships.

CONCLUSION

TheAlternative Proposal s offer abal anced, measured approach to single asset
real estate reorganization cases. Congress should give serious consideration to the
more conservative amendments embraced in the Alternative Proposals. After
empirica data are gathered and evaluated, perhaps the time will be ripe to adopt the
sweeping suggestions made by the Working Group. On the other hand, perhaps the
data will yield conclusions that show the Working Group's proposals to be
undesirable, and the Alternative Proposals, or some variations, to be closer to the
norms that should be adopted in single asset real estate cases.
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Annex A

Example of Operation of Single-Asset Real Estate
Proposal As It Applies to New Value Plans

The Working Group's single-asset proposal, in so far asit applies to new-value
plans, is designed to implement the requirements of Case v. Los Angeles Lumber
Products, Inc., 308 U.S. 106 (1939) (new value must meet certain tests, including
that it be "substantial") by requiring that the terms of debt issued to secured creditors
in the plan meet two minimum requirements with two statutory "floors", namely
(1) that the post-confirmation |oan-to-value ratio must be no more than 80% and (2)
that the " cram-down" requirements of Section 1129(b) be met with respect to classes
which do not accept the plan.

As explained more fully below, the proposal is designed to work whether or not
the secured creditor makes the election provided for in Section 1111(b)(2) of the
Bankruptcy Code. However, the proposal does not apply when the creditor makes
such election. The example of the operation of the plan when the electionismadeis
set forth under Heading 11 below solely to compare and contrast the situation where
it is made with the situation where it isnot. A particular purpose of this comparison
is to revea the Working Group's analysis about which entity captures future
appreciation in the collateral, depending on whether the election is made.

The operation of the proposal in a smplified, hypothetical real-estate situation,
where no Section 1111(b) election is made, is as follows:

. Creditor Does Not Make Section 1111(b)(2) Election;
Proposal Applies and Would Change Present Law

A. Pre-petition Balance Sheet

Debtor, a single-asset rea estate entity as defined by the Working Group's
proposal, owns Blackacre, which, immediately prior to the filing of its voluntary
petition, is on its books for $12,000,000. The property has depreciated in value.
Debtor contends the current fair-market value is $6,000,000. The mortgage holder
contends the value is $8,000,000. Inability to resolve the issue defeats a pre-petition
workout effort. Debtor thereupon files for chapter 11. Debtor's balance sheet,
immediately prior to the filing, is as follows. The bookkeeping entries for each
account in this balance sheet and al subsequent balance sheets showing the
implementation of the plan appear on Exhibit 1. Each number on each balance sheet
(with one or two exceptions) tiesto alineitem in one of the accounts. The balance
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sheet entries and the line items can be connected to Exhibit 1 (or 2, as the case may
be) by using the number appearing under the symbol "#".

Assets Liabilities and Equity

Category Amount #  Category Amount #

Cash $ 100,000 1 Payables $ 100,000 20

Realty 12,000,000 7 Mortgage 9,000,000 24

Tractor 65,000 10 Tractor Loan 40,788 34
--  Total Liabilities 9,140,788 14
- Equity 3024212 16

Total e

Assets $ 12165000 12 |odliadliies o) 65000 18

——————— and equity ———————

Note that, based on pre-petition book value, the financia structure is
conservative: the loan-to-valueratio is 75%.

B. Interim Balance Sheet After Marking Realty to Market

Expert testimony and findings of fact by the court in the Chapter 11 process
establish conclusively that the realty asset has a current fair vaue of $6,000,000.
Under Bankruptcy Code Section 506, this (assuming no Section 1111(b) election)
makes the balance sheet ook like this (on an interim basis):

Assets Liabilities and Equity
Category Amount #  Category Amount #
Cash $ 100,000 1 Payables $ 100,000 20
Realty 6,000,000 7 Mortgage 9,000,000 24
Tractor 65,000 10 Tractor Loan 40,788 34
--  Totd Liabilities 9,140,788 14
Equity (2975589 15
Totd L
Assets $ 6165000 12  ow@Liddliies o o000 18
_ and eqwty _

C. Debtor Confirms Chapter 11 Plan with High Level of New Value

Debtor then develops the following chapter 11 plan. In summary, the plan
distributes a total of $1,500,000 in cash plus a new secured note with a principal
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amount of $4,500,000. The plan cancels $3,100,000 of debt. (The plan contains
alternative treatment in case the mortgage holder makes the Section 1111(b)(2)
election.) The following chart summarizes the plan treatment when no
Section 1111(b)(2) election is made. This plan treatment is explained more fully in
the ensuing text (the alternative treatment for the Section 1111(b)(2) election being
described under Heading 11 below):

Claimant Total Claim Treatment
Totd

Percentage Cash Notes Distribution
Payables $ 100,000
Deficiency 3,000,000 -- -- -- --
Tractor loan 40,788 100% - $ 40,788 $ 40,788
Secured Clam  $ 6,000,000 100% 1,500,000 $ 4,500,000 $ 6,000,000

1. Unsecured creditors: There is no vaue for this class, and they receive

nothing in the plan. Members of the class include both the creditors to whom the
payables are owed and the unsecured deficiency claim of the secured lender.

2. Secured claims: Themortgage lender receivesanew notewith aprincipal
amount of $4,500,000 and indisputable local-market levels for the interest rate (say,
8.5%) and maturity (say, 10 years), with appropriate amortization this new note
represents a 75% |loan-to-value ratio on the restated, lower, marked-to-market value
of the realty) plus cash of $1,500,000. (The new note amount was designed to be
more conservative than the required 80% to give a "cushion" against adverse fact
findings at the confirmation hearing.) This means that, according to the plan
proponent, the secured creditor will receive on account of the $6 million secured
claim, property with avalue equal to the $6 million value of the collateral. This debt
paper meets both (a) the requirements of the Working Group proposal, in that it has
rate, maturity and |oan-to-val ue characteristics which meet a current market test and
(b) the cramdown standards of Section 1129 because it pays the secured creditor at
least the amount of the allowed secured claim (i.e., $6,000,000) in cash ($1,500,000)
and market-rate, short maturity notes ($4,500,000) which have a vaue (i.e., fair
market value of the $4.5 million note) equal to the remaining value of the mortgagee's
interest in the collateral, after giving effect to the up-front payment.

The high level of cash new value is required because the Working Group's

proposal that the new loan meet local-market requirements, i.e., on a building worth
$6,000,000, the loan cannot exceed 80% of the value. The loan-to-value ratio used
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inthis numerical equation is amore conservative one than that recommended by the
Commission. This callsfor a $1,500,000 cash payment to the secured creditor.

3. Tractor Loan. Theprepetition tractor loan amount dueisunchanged. The
holder of thisloan accepts afive-year extension of maturity and step up intheinterest
rate of one per cent over the prepetition rate. The holder of thisloan istheimpaired
class which accepts the plan under Code Section 1129(a)(10).

4, Infuse New Value. Inasmuch as cash of $1,500,000 is required for
distribution under the plan, the proponent determines to infuse $2,000,000. The
amount of cash exceeds the paydown requirements, because capital and cash will be
needed to attract new tenants and finance tenant improvements. Also, the large
amount of cash infused helps the debtor meet the feasibility requirements for
confirmation of a chapter 11 plan.

D. Debtor Confirms Plan

Hereiswhat the balance sheet of the reorganized debtor lookslike, pro formafor
the confirmation of the plan:

Assets Liabilities and Equity

Category Amount #  Category Amount #

Cash $ 600,000 6 Mortgage 4,500,000 27

Realty 6,000,000 9 Tractor Loan 40,788 34

Tractor 65,000 1 Tota Liabilities 4,540,788 15
Equity 2124212 17

Totd L

Assets $ 6665000 13 |odlLisbdliies oo o0 19

_ and equny _

E. Subsequent Sale

Two years after confirmation, the market improves and the debtor sells the
property for $8,000,000. The use of proceedsis:

To Secured Creditor:

To Equity:

$ 4,500,000
$ 3,500,000
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I1. Secured Creditor Makes Section 1111(b) Election; No Change From
Existing Law; Presented Solely for Comparison As To Difference
in Capture of Future Appreciation

Thisscenario initially involves the same two bal ance sheets as those shown under
A and B in Heading | above.

However, the treatment of the creditors changeswhen the secured creditor makes
valid, timely Section 1111(b)(2) election. Under the proposal, no 80% ceiling on the
loan-to-value ratio is required when the election ismade. This example is presented
for purposes of contrasting the capture of future appreciation by the equity when the
election is not made with its capture by the debt when the election is made. The
treatment provided for in the plan for this situation is that the electing mortgage
holder must receive a payment stream with a value at least equa to the alowed
secured claim (in this case $6,000,000). This is met by delivery of a non-interest
bearing note for $9,144,500, payablein ten equal installments of $914,450. Using an
8.5% discount rate, this note has a present value equal to the value of the collateral,
namely, $6,000,000.

Obviousdly, thisloan does not meet the standard of 80% | oan-to-val ue as described
under Heading | above. This is because that standard does not apply when the
secured creditor exercises its right to make the Section 1111(b)(2) election. The
reasoning is that when the creditor opts for the protections of Section 1111(b), as
provided to creditorsin 1978, thereis no need for the new protection proposed by the
Working Group.
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The following chart summarizes the treatment:

Notes

Present Value Total
at 8.5% Distribution

Claimant Total Clam  Treatment Cash At Face Discount Rate at Face
Payables $ 100,000 -- - - - -
Deficiency - - - - - -
Tractor Loan 40,788 100% — $ 40,788 $ 40,788 $ 40,788
Secured $9,000,000 100% -- $9,144,500 $6,000,000 $9,144,500
Claim

Under Section 1129(b), the secured creditor being crammed down must receive
at least (i) deferred payments equal to the allowed amount of the secured claim (inthis
case, due to Section 1111(b)(2), $9,000,000) and (ii) with avalue as at the effective
date of the plan of at least as much as the value of the collateral (in this case,
$6,000,000). These requirements are met, as shown above.

Here is the debtor's balance sheet, pro forma for the confirmation of the plan:

Assets Liabilities and Equity
At Present
Category Amount #  Category At Face # Value #
Cash $2,100,000 6 Mortgage Debt $9,144,500 24 $6,000,000
Realty Tractor Loan 31
6,000,000 9 40,788 31 40,788 O
Tractor 65,000 -- Total Liabilities 9,185,288  -- 6,040,788  --
Equity (1,020,288) 15 2124212 37
Total Total Liabilities
Assets $8,165,000 and equity $8,165,000 $8,165,000 --

In the above example, the $2 million cash contribution is still show, even though
it was not legally required, since the secured creditor made the election. This was
done primarily for smplicity of computation and comparison of the two examples.
In the “real world,” this contribution would not be made, and both sides of the
balance sheet would deplete by $2 million.

Obvioudly, if the plan debt is shown at face, debtor istechnically insolvent, in the
balance sheet sense. Presumably, this is irrelevant to feasibility, inasmuch as the
feasbility showing at the confirmation hearing presumably showed enough regular
cash flow to assure that the liabilities of the enterprise will be met on a current basis.
Future earnings will work the debtor over time out of the insolvency "hole" into a
positive net worth. Assuming that the accounting rules (using concepts like those of
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"fresh start”" accounting) would permit the debt to be shown at its present value
amount, the debtor could also report the debt at its present value at the confirmation
date and thus avoid having to addressthe credit markets with a balance sheet showing
anegativenet worth. (TheWorking Group has not consulted accounting professional
to determine whether this mode of presenting financial condition would be permitted
under present accounting rules.) If the debt could be shown at present value, the
debtor would then be required to charge earnings to accrete the carrying amount
upward every year by $314,500, an annual amount which will permit the debt amount
to grow over thelife of the debt to the full principal amount. These accretionswould
be offset by the annua payments so that, at year ten, the whole liability would be
amortized to zero.

Lastly, on the hypothetical of the subsequent sale of the property for $8,000,000
after two years, the secured creditor would have received one payment of $914,450,
reducing the outstanding debt (at face) during year two to $8,230,050. If there were
aclosing, then, the use of proceeds would be as follows:

To Secured Creditor: $8,000,000

To Equity: $ 0
In other words, because of the making of the Section 1111(b) election, all
proceeds would go to the lender. The equity would get nothing. For thisreason, the

equity would probably not sell the property at this point, waiting until later when the
debt had been amortized to an amount less than the net proceeds of the selling price.
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EXHIBIT 1 TO ANNEX A (Page 1)
NO 1111(b) ELECTION

BOOKKEEPING ENTRIES

Transaction Amount D/C # Transaction Amount D/C #

Account: Cash Account: Payables

Opening balance 100,000 dr 1 Opening balance 100,000 cr 20

Infuse new value 2,000,000 dr 2 Pay at consumm. -- dr 21

Pay sec. clm @ (1,500,000) cr 3 Cancd @ (100,000) dr 22

conf discharge

Pay uns df @ conf — cr 4 Closing balance — cr 23

Pay unsclm @ — cr 5

conf

Closing balance 600,000 dr 6

Account: Real Esatate Account: Mortgage Debt

Opening balance 12,000,000 dr 7 Opening balance 9,000,000 cr 24

Write asset to mkt (6,000,000) cr 8 Create unsec. (3,000,000) dr 25
defic.

Closing balance 6,000,000 dr 9 Pay cash at conf. (1,500,000) dr 26

Closing balance 4,500,000 cr 27

Account: Tractor Account: Unsecured Portion of
Mortgage

Opening balance 65,000 dr 10 Opening balance 3,000,000 cr 28
Closing balance 65,000 dr 11 Pay @ consumm. — dr 29

Cancel @ disch. (3,000,000) dr 30
Opening total 12,165,000 dr 12 Closing balance — cr 31
assets
Closing total 6,665,000 dr 13
assets
Opening total 9,140,788 cr 14
liabs. Account: Tractor Loan
Closing total liabs. 4,540,788 cr 15 Opening balance 39,000 cr 32
- Perpet. acc. int. 1,788 cr 33
Opening equity 3,024,212 cr 16 Tota 40,788 cr 